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Total cost of a firm is divided į 


(i) Variable Costs, and 
_ (ii) Fixed Costs. 
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i tower ra ite than the rate of increase in sales. Larger the 
presence of fixed costs higher is the leverage. If a firm is not required to pay fixed costs 


or fixed return, there will be no leverage. 


A high degree of leverage implies that there will be a large change in earnings due 
to a relatively small change in sales and Vice versa. However, a higher leverage 
obviously implies higher outside borrowings and hence riskier if the sales of the firm 
take a sudden dip. Thus, higher the degree of leverage, higher is the risk and higher is 
the return to equity shareholders. 
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Types of Leverages 


Leverage is of three types :— 
(i) Operating Leverage, v 7 
(ii) Financial Leverage, “Y 
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Costs. If the proportion of fixed costs is higher than the variable costs, it will have a 
higher degree of operating leverage. On the other hand, if the proportion of fixed costs 
is lower than the variable costs, it will have a lower operating leverage. In case of 


higher degree of operating-leverage, the operating profits will increase at a higher rate 
as compared to the rate of increase in Sales and vice versa. S i 3 
-. Se 
Computation : 
The operating leverage:can be calculated as :— 


Contribut; cow 

* Operating L = Contribution r 

p j iá Operating Profit |] Zt! 7 
Contribution = Sales — Variable Cost Te 

j Operating Profit = Sales — Variable Cost “Fixed Cost 


Operating profit here means “Earnings before interest and tax’? (EBIT). 


Operating leverage may be favourable or unfavourable. It will be favourable when 
contribution (i.e. sales less variable cost) exceeds the fixed cost and it will be 
unfavourable rable when contribution is lower than the fixed cost. 

E 2 oO A ee 
Degree of Operating Leverage : : 

The degree of operating leverage may be defined as the percentage change in 

operating profits resulting from a percentage change in sales. 


D eofOesatne Leversce= Percentage Change in O eratin Profits 
— á . 8 Percentage Change ip 


The concept of operating leverage can be illustrated with the help of the following 
illustration : Pt 
ILLUSTRATION 1. re l 
Following information, is given to you : a 
| : 800 units . 
Sales, t; ; B i sx 
Selling price per unit 710 ; $e atte | 
Variable cost per unit z 6 ye" 


Calculate operating leverage under the following situations : 
Situation Æ When fixed costs are 71,200 | 2", 
Situation B When fixed costs are 71,800 , 
Situation C When fixed costs are 72,400 


SOLUTION : STATEMENT SHOWING OPERATING LEVERAGE 
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Contribution Per unit) 9,600 7 
Less: Fixed Cost 6,400 , 
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y mi when sales have increased from 8,000 to 716,000 ie., 100% increase, the 
operating profits have increased from %800 to 74,000 ie., by %3,200 resulting an 


increase of 2200 4 4 or 400%. Thus i i i i 

800 ; it has been verified that 100% increase in sales 
has resulted in 400% increase in profits. The degree of operating leverage may, 
therefore, bé expressed as follows : om 


Percentage Change in Operating Profits 


Degree of Operating Leverage Percentage Change in Sales 


400% 4 
100% 


Implications of Operating Leverage : 
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make a choice between high operating leverage (i.¢., automated production 
technology) or low operating leverage (i.¢., labour intensive technology). 

Choice between the two depends upon the behaviour of the sales volume of the 
firm in future. If the firm expects large volume of sales, it would be better to operate 
under high operating leverage and consequently the firm would choose automated 
production technology. On the other hand, if the firm expects lower sales volume, it 
should have lower operating leverage and the firm should choose labour intensive 
technology of production. 


(ii) Fixation of Selling Price : A firm with high operating leverage may sell its 
products at reduced prices because of presence of lower variable cost per unit. 
Reduction in prices leads to increase in the n\mber of units sold which will adequately 


compensate the decline in profits due to deckease in selling prices. As a result, the 


profit of the firm will increase inspite of decrease in selling prices. 


(iii) Useful in understanding the Changé in Operating profit : Analysis of 
operating leverage is useful to the financial mahger in understanding the impact of 
change in_sales on the level of o erating profits of the firm. A firm having high 
operating leverage will have magnified effect.on operating-profits for even a small 
change in sales level. Higher operating leverage/can dramatically result in increase in 
operating profits whereas a decline in sales may result in disappearance of operating 
profits and even give place ae 

_ (iv) Measurement of Business Risk~ Degree of operating leverage is helpful in 
the assessment of business risk of a firm. Business risk is related to fluctuation in the 
operating profits. The higher the degree of operating leverage, the greater will be the 
fluctuations in the operating profits as a result of change in sales volume. Thus, higher 


degree of operating leverage implies higher business risk and vice versa. 

Therefore, a firm should always try to_avoid operating under high operating 
leverage because it is a high risk situation and even a small decline in sales can 
excessively reduce its operating profits. On the other hand, a firm should try to operate 
at a level where chances of loss due to decline in sales are minimized. x 
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(ii) FINANCIAL LEVERAGE : 
Financial leverage arises on account of existence of fixed interest or fixed 
preference dividend bearing securities in the total capital structure of the firm! In other 
words, financial leverage 1S | accou ising i ose sources 


on which fixed return has to be paid, such as debt _and preference capital along with 


owner’s equity in the capital structure. The fixed return or fixed charges payable on . 


debt or preference Capital do not vary with the earnings before interest and_taxes 
(EBIT). They are to be paid regardless of the amount of EBIT, After paying fixed 


charges out of EBIT, the residual net income belongs to’ordinary shareholders- , 
Financial leverage may be defined as the tendency of the residual net income to 


` 


-vary disproportionately with EBIT. In other words, thd financial leverage indicates the 


change that takes place in the residual net income as aTesult of change in EBIT. The 
Finest ls nl 
ratio is expressed as follows: 
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ILLUSTRATION : 2. é 
Calculate financial leverage in the following case : 


mannna 


Sales loh \? g 

Less : Variable Expenses l i ee j 
Contribution 100.000 
Less : Fixed Cost `. 20,000 
Operating Profit or Earning before interest and tax (EBIT) ` 30,000- 
Less : Interest on Debt 40,000 


__— Earning before tax (EBT) 
SOLUTION : 
EBIT _ 80,000_, / 


Financial Leverage = ERT ~ 40,000 
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(1) Understanding Changes in Earning before Tax (EBT) : Financial leverage 
helps in understanding the changes in Earning before Tax (EBT) as a result of changes 
in Earning before interest and tax (EBIT). For example, financial leverage of 2 means 
50% increase/decrease in EBIT will result in 100% increase/decrease in EBT. 


(2) Planning of Capital Structure for the Firm : The_capital structure is 
concerned with the raising of long term funds, both from fixed cost funds and equity 
capital. Financial leverage helps the finance manager in devising an appropriate ratio 
between fixed cost funds and equity share capital. A high financial leverage means 
high financial costs and high financial risk. A finance manager must plan the capital 


structure in a way that the firm is in a position to meet its fixed financial costs. ~ 
ee 


(3) Measurement of Financial Risk : Financial leverage helps in measuring 
financial risk. High financial leverage implies high fixed financial costs and thus high 
financial risk and low financial leverage implies low fixed financial costs and low 
financial risk. The financial risk refers to the risk of the firm not being able to cover its 
fixed financial costs. If the firm cannot pay the fixed financial costs, it can be forced 
pa el se 

(4) Profit Planning : Earning per share (EPS) is affected by the degree of 
financial leverage. High financial leverage can increase the EPS of a firm if the earning 
before interest and tax (EBIT) is expected to increase in future. On the contrary, if 
EBIT is likely to decrease in future,.the EPS would decline at a much faster rate as 
compared to the rate of decline in EBIT. Hence, by studying the relationship between - 
EBIT and EPS changes, the firm can plan about the behaviour of EPS in future. 


Limitations of Financial Leverage/Trading on Equity : 
Wty Double-edged Weapon : Financial leverage is a double-edged weapon. It can 

be successfully employed only when the rate of earnings of the firm exceeds the rate 

of interest or preference dividend. For example, if a firm borrows 100 at 9% interest 


p.a., and earns a return of 12%, the balance of 3 p.a. will belong to the equity 


shareholders resulting in increase in earning per share (EPS). However, if the firm 
could earn a return of only 6% on 7100 employed by it, the equity shareholder’s loss 


would be %3 p.a. resulting in a decline in EPS. s 

\ Ci) Increase in Risk and Rate of Interest : Every rupee of extra debt goes on 
increasing the risk of the business and hence the rate of interest on subsequent 
borrowings also goes on increasing because subsequent lenders will demand higher 
rate of interest. 


Yí Harmful in Case of Fluctuation in Earnings : High Financial leverage is 
beneficial only to the firms having regular ‘and stable earnings. The reason is that 
interest on borrowings is a fixed burden on the firm and in case the earnings fall, the 
firm may not be in a position to meet its fixed interest burden. 

Restrictions from Financial Institutions : Financial institutions which have 
lent money to the firm may impose restfictions on the firm if it resorts to excessive 


financial leverage. The restrictions are’ imposed because of increased risk and to 


maintain a balance in capital structure of the firm. 
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(iii) COMBINE 
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contribution. It may be calculated as follows: 
Combined Leverage 7 Contribution 
| UR Earning before tax (EBT) 
Combined Leverage = Operating Leverage x Financial Leverage 


Degree of Combined Leverage may be calculated as follows : 


Degree of Combined Leverage = Percentage Change in EPS 
6 Percentage Change in Sales ae 


Significance of Combined Leverage : 
(i) Understanding Changes in EPS : Combined leverage explains the combined 
effect of operating leverage and financial leverage of a firm on its earnings per 
share (EPS). Thus, it explains the changes in EPS on account of changes in 


sales. ~~ 
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